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MiFID II: 

Practical implications for companies

Our	discussion	will	begin	with	some	background	on	MiFID	II,	
before	turning	to	the	likely	impact	on	the	sell-side	(where	the	
implications	are	most	obviously	immediate	and	negative),	then	
the	likely	impact	on	the	buy-side	(where	the	implications	are	
perhaps	less	severe	but	equally	profound),	and	the	discussion	
will	of	course	end	with	the	practical	implications	for	the	
corporate	side.

MiFID II: some background
MiFID II is a piece of European Commission legislation 
relating to commissions	paid	on	share	transactions.	This	
is	of	huge	interest	to	anyone	who	works	in	the	square	mile	
as	secondary	commission	represents	the	great	trough	from	
which	nearly	all	research	analysts	have	been	fed	historically.	
Payment	for	research	by	fund	managers	has,	traditionally,	
been	bundled	up	with	the	cost	of	trading	(among	other	costs)	
and	paid	for	out	of	the	fund	managers’	funds.	The	EC	has	two	
objections	to	these	arrangements	on	the	grounds	that	they	are	
both	opaque	and	improper.

Payment for research is said to be opaque	because	it	is	
bundled	up	with	payments	for	other	services	provided	by	the	
brokers	e.g.	the	cost	of	trading.	This	is	not	an	unreasonable	
objection	and	the	very	fact	that	the	brokers	themselves	employ	
hundreds	of	people	across	the	City	with	the	task	purely	of	
disentangling/allocating	commission	internally	(and	rewarding	
their	own	employees	appropriately)	would	seem	to	support	the	
EC	in	this	objection.

The	more	fundamental	objection,	however,	is	to	do	with	
ownership.	Commission is paid for out of the fund 
manager’s funds rather than out of his own P&L	which	
means	that	it	is	the	end	customer	who	pays	ultimately	for	
commissions.	Of	course,	the	buy-side	is	a	competitive	world	
and	competition	between	funds	should	(in	theory,	at	least)	
discourage	any	one	manager	squandering	all	his	assets	on	the	
commission	paid	to	his	brokers.	Moreover,	the	arrangements	
are	certainly	well	understood	in	the	City	(and	probably	well	
understood	by	anyone	who	entrusts	serious	money	to	an	
institutional	investor).	But	these	and	other	defences	have	
fallen	on	deaf	ears;	the	principle	of	caveat	emptor	has	been	
abandoned	in	favour	of	a	more	interventionist	approach.

While	MiFID	II	is	already	proving	to	be	highly	contentious,	our	purpose	here	is	not	to	discuss	the	
theoretical	merits	or	otherwise.	As	of	March	2017,	FTI	Consulting	had	around	160	stock	market	clients	
and	our	purpose	here	is	to	consider	what	practical	measures	these	companies	should	be	taking	in	
response	to	MiFID	II.	

The second Markets in Financial Instruments Directive (MiFID II) comes into 
force in January 2018 and it could well be the biggest change in the capital 
markets since Big Bang in 1986. 
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Because	research	payments	are	opaque	and,	more	
fundamentally,	because	the	fund	manager	does	not	pay	with	his	
own	money	it	is	assumed	that	he	does	not	care	too	much	about	
the	price	of	research.	The EC has further concluded that the 
payments are too high	and	represent	a	cosy	arrangement	
whereby	brokers	and	fund	managers	enrich	themselves	at	the	
expense	of	the	end	customer.

The	truly	bold	proposal	of	MiFID	II	is	that	payment for research 
by bundled commission is to be made illegal.	Instead,	fund	
managers	can	pay	for	research	from	brokers	in	one	of	two	
alternative	ways:	either	they	can	pay	in	cash	from	their	own	P&l	
accounts	or	they	can	make	use	of	a	research	Payment	Account	
(“rPA”)	to	be	set	up	with	their	own	end	customers.	The	rPA	is	
an	agreement	through	which	the	end	customer	explicitly	agrees	
not	only	to	management	fees	but	also	to	a	set	amount	for	broker	
research.	However,	implementing	either	of	these	alternative	
arrangements	will	be	easier	said	than	done.

The new Research Payment Accounts are likely to prove 
unpopular with the end customers	as	they	represent	yet	
another	layer	of	expenses	on	top	of	the	normal	management	
fees	charged	by	institutional	investors.	

Paying for research directly will prove unpopular with 
institutional investors	who	have	been	able	to	receive	it	free	(at	
least	at	the	point	of	use)	for	the	last	30	years.	The	larger	fund	
managers	may	well	be	able	to	pay	for	their	research	directly,	but	
for	the	smaller	fund	managers	the	incremental	costs	may	well	
be	the	difference	between	life	and	death.

Payments for research are likely to fall dramatically	as	
a	consequence.	nobody	knows	how	far	they	will	fall	because	
there	are	very	few	precedents.	The	regulatory	impact	of	Big	
Bang	in	1986	(which	is	arguably	the	last	change	of	comparable	
significance)	saw	commission	rates	fall	from	45	bps	to	25	
bps	i.e.	a	reduction	of	45%	in	price.	Commissions	today	are	
considerably	lower:	the	more	generous	investors	today	might	
pay	15	bps	where	the	more	mean	investors	might	pay	as	
little	as	8	bps.	But,	low	as	they	are,	it	is	hard	to	see	how	these	
commissions	can	hold	up	given	the	difficulties	the	brokers	will	
face	as	they	try	to	introduce	direct	charges	for	research	and	
given,	too,	the	difficulties	which	the	fund	managers	will	face	as	
they	try	to	introduce	rPAs	to	their	end	customers.

MiFID II: implications for  
the sell-side
For brokers, the impact of MiFID II will be negative and 
dramatic.	Estimates	as	to	how	far	research	spending	will	
change	vary	quite	dramatically.	At	the	mild	end	of	the	spectrum,	
53%	of	Portfolio	Managers	polled	by	Bloomberg	expect	a	
decline	of	20-30%	in	payments	for	research.	At	the	other	end	
of	the	spectrum,	Hardman	&	Co	have	suggested	that	payments	
for	research	could	fall	by	as	much	as	75%.	If	we	assume	a	base	
case	45%	reduction	(following	the	price	precedent	of	Big	Bang	
30	years	ago,	and	somewhere	between	the	best	case	and	worst	
case	scenarios)	then	the	brokers	can	only	really	respond	in	one	
of	two	ways	–	either	by	losing	45%	of	their	analysts	or	by	paying	
them	45%	less.	Anecdotal	evidence	would	suggest	that	the	
brokers	are	actually	doing	both,	already,	and	moving	towards	

a	business	model	built	on	fewer	and	cheaper	analysts.	no	
doubt	the	analysts	who	remain	will	be	expected	to	cover	more	
and	more	stocks	and	a	further	consequence	will	be	a	dramatic	
reduction	in	the	volume	of	research	produced	per	stock.	By	way	
of	example,	Panmure	Gordon	has	recently	revealed	that	it	plans	
to	reduce	the	number	of	stocks	it	covers.

MiFID II: implications for  
the buy-side
The	choice	in	how	to	pay	for	research	suggested	by	MiFID	II	
is	tilted	and	perhaps	deliberately	so.	The	object	is	arguably	to	
make	the	buy-side	pay	itself	rather	than	pass	the	cost	to	the	end	
customers.	Establishing	research	Payment	Accounts	will	be	
a	difficult	exercise,	in	practice,	as	rPAs	represent	yet	another	
layer	of	expense	to	the	end	customer.	

There	is	a	moral	argument,	moreover.	As	Edison	has	put	it	
memorably,	“Few	industries	have	the	luxury	of	using	their	
clients’	money	to	buy	the	main	raw	material	(research)	in	their	
industrial	process.”	Certain	investors	seem	to	agree.	neil	
Woodford,	for	example,	has	suggested	that	it	is	wrong	to	bill	
customers	for	broker	notes	as	researching	companies	is	more	
properly	his	job.	

For	both	reasons,	prudential	and	moral,	most fund managers 
are likely to elect to pay for investment research from their 
own P&L accounts.	One	or	two	have	bucked	the	trend.	Amundi,	
as	an	example,	has	ruled	out	absorbing	research	costs	itself	
–	it	will	continue	to	pass	on	the	cost	of	the	research	it	receives	
from	banks	and	brokerages	to	its	customers.	But	most	fund	
managers	who	have	expressed	an	opinion	-	such	as	Jupiter,	
M&G	and	Woodford	-	have	been	quick	to	make	a	virtue	of	their	
approach	in	assuming	the	cost	of	research	themselves.	In	the	
words	of	Martin	slendebroek,	Jupiter	CEO,	“now	I	can	look	
clients	in	the	eye	when	they	ask	me:	‘What	else	do	you	charge	to	
our	funds?’	The	answer	on	research	will	be	zero.”	

The	Jupiter	example	is	illuminating	in	other	ways	too.	An	
expected	cost	of	£5m	for	research	next	year,	flagged	by	
slendebroek,	compares	with	assets	under	management	of	
£40bn;	in	other	words,	research	spend	will	represent	a	mere	
1.25	bps	of	cost	in	comparison	with	AUM	and	this	sets	the	bar	
alarmingly	low	for	the	rest	of	the	industry.	Most	estimates	put	
the	size	of	assets	under	management	worldwide	at	around	
$70trn	and	the	total	annual	budget	for	analyst	research,	
according	to	BCA,	is	$16bn;	worldwide,	this	represents	a	full	2.3	
basis	points	of	cost.	If	the	rest	of	the	world	were	to	follow	Jupiter,	
then	the	annual	budget	for	research	would	be	reduced	from	
$16bn	to	$9bn	–	a	reduction	of	45%.

Estimates	as	to	how	far	research	spending	will	change	vary	
quite	dramatically	but	they	are	all	negative.	With	so	much	less	
commission	to	go	round,	the	number	of	brokers	which	the	average	
fund	manager	deals	with	will	have	to	be	cut;	Amundi	has	already	
halved	the	number	of	external	research	providers	it	uses	over	the	
last	10	years.	The	buy-side	customers	are	effectively	putting	their	
sell-side	suppliers	out	of	business.	And	in	the	absence	of	free	and	
abundant	research	from	the	sell-side,	the	buy-siders	will	also	have	
to	build	up	their	own	in-house	research	teams.
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A final, and perhaps unintended, consequence of MifID II 
could therefore be a more concentrated buy-side	as	well	as	
a	more	concentrated	sell-side.	Baillie	Gifford,	Jupiter,	M&G	and	
Woodford	are	all	electing	proudly	to	pay	for	research	from	their	
own	P&l	accounts.	This	is	an	option	for	the	bigger	institutional	
investors	who	can	afford	to	employ	an	army	of	their	own	
analysts.	But	it	will	not	be	an	option	for	the	smaller	institutional	
investors	many	of	whom	may	fall	by	the	wayside.	It	will	be	ironic	
if	a	directive	intended	to	protect	end	investors	has	the	ultimate	
effect	of	reducing	choice	in	the	market.

MiFID II: implications for  
the corporate side
MiFID	II	matters	hugely	to	companies	because	there will be 
dramatically less research and what little there is will 
be distributed far more sparsely;	all	the	evidence	points	
to	less	research	meaning	lower	trading	volumes,	lower	
company	valuations,	wider	bid/offer	spreads,	and	consequent	
higher	share	price	volatility.	These	problems	are	likely	to	be	
especially	acute	at	the	mid	and	small	cap	end	of	the	market	
where	coverage	is	already	poor.	A	recent	survey	by	the	Quoted	
Companies	Alliance	found	that	21%	of	mid	and	small	cap	
companies	have	not	had	a	piece	of	research	written	on	them,	
even	by	their	house	broker,	in	the	past	two	years.	The	case	study	
of	the	UsA	(with	its	numerous	small	caps)	is	even	more	startling:	
the	majority	of	quoted	companies	there	are	not	covered	at	all.

What should companies do?
Companies which are big enough should perhaps do 
nothing.	The	scatter	chart	below	illustrates.	Here	we	have	
plotted	the	universe	of	all	160	FTI	Consulting	clients.	FTI	
Consulting	has	the	longest	corporate	list	of	any	agency	and	we	
suggest	that	160	data	points	provide	a	reasonably	rich	sample.	
The	corporate	list	is	drawn	from	publicly	available	sources	(i.e.	
from	https://adviser-rankings.com/adviser/overview/274/
fti-consulting)	rather	than	from	FTI	Consulting	marketing	
materials.	The	X-axis	shows	market	capitalisation	(measured	
in	billions	of	£)	and	the	Y-axis	shows	analyst	coverage.	Again,	
both	sets	of	data	are	drawn	from	publicly	available	sources	(i.e.	
Bloomberg	although	it	should	be	noted	that	this	is	not	a	fully	
comprehensive	guide	to	analyst	coverage).	

One	word	of	warning	regarding	our	methodology:	we	have	
elected	to	exclude	both	BAT	(market	cap	£100bn,	25	analysts)	
and	shire	(market	cap	£39bn,	21	analysts).	Both	stocks	are	
outliers	and	of	such	a	magnitude	that	to	include	them	in	the	
graph	would	significantly	tilt	the	line	of	best	fit.

The	line	of	best	fit	which	we	can	draw	through	the	remaining	
158	data	points	tells	an	interesting,	if	predictable,	story:	there	is	
a	rough	correlation	between	market	capitalisation	and	analyst	
coverage.	This	is	what	you	would	expect	because	the	bigger	
companies	are,	by	that	very	fact,	a	source	of	bigger	commission	
streams.	There	are	some	complicating	factors:	free	float	can	
vary	from	company	to	company	which	deprives	the	market	of	
liquidity	in	some	cases;	in	other	cases,	companies	can	have	a	
very	stable	and	supportive	shareholder	base	who	prefer	not	to	
trade	the	shares.	In	both	these	cases,	the	shares	may	simply	not	
change	hands	as	frequently	as	might	otherwise	be	expected.	
But,	other	things	being	equal,	bigger	companies	tend	to	
generate	deeper	pools	of	commission	than	smaller	companies	
and	they	tend,	consequently,	to	have	a	larger	following	among	
the	analysts.

On	this	very	simple	basis,	a	stock	which	sits	well	to	the	north	
of	the	trend	line	such	as	Faroe	Petroleum	(market	cap	£350m,	
19	analysts)	could	be	considered	to	be	over-covered;	a	stock	
which	sits	to	the	south	of	the	trend	line	could	be	considered	
to	be	under-covered;	and	a	stock	which	sits	bang	on	the	trend	
line	such	as	BTG	(market	cap	£2.5bn,	10	analysts)	could	be	
considered	to	be	correctly	covered.

If	we	look	at	the	data	in	the	round,	it	is	apparent	that	about	
65	companies	sit	on	or	above	the	trend	line;	these	are	the	
companies	which	are	well-covered	and	big	enough	not	to	worry	
about	MiFID	II.

Unfortunately,	about	95	companies	sit	below	the	trend	line	and	
these	are	the	ones	which	can	be	considered	to	be	under-covered	
by	the	analyst	community.	The	dark	cluster	in	the	south-West	
corner	of	the	graph	shows	that	the	situation	is	especially	bad	
for	companies	with	a	market	capitalisation	lower	than	£1bn	and	
worse	still	for	companies	with	a	market	cap	lower	than	£500m.	
Of	the	95	“under-covered”	companies,	80	have	a	market	cap	
of	less	than	£1bn.	If	we	slice	the	graph	vertically,	rather	than	
horizontally,	it	is	apparent	that	70	out	of	the	115	companies	
below	£1bn	are	under-covered;	moreover,	65	out	of	the	90	
companies	below	£500m	are	under-covered.

What	becomes	of	the	smaller	companies	after	MiFID	II?	
Hardman	is	of	the	view	that	companies with a market cap of 
less than £500m (and perhaps less than £1bn) are in an 
unfortunate position and will be lucky to have any analyst 
beyond the house broker providing coverage.	This	may	be	
a	little	alarmist	but	given	that	Hardman	have	also	suggested	
a	75%	reduction	in	commissions	this	is	a	consistent	view;	4	
analysts	could	easily	become	1	or	2	in	this	scenario.

Increase Investor Relations
so	what	should	vulnerable	companies	do?	After	MiFID	II	there	
will	be	a	larger	role	for	Ir	teams	to	engage	directly	with	the	big	
institutional	investors.	The	assistance	which	the	sell-side	has	
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traditionally	provided	will	be	falling	away	at	precisely	the	same	
time	as	demands	from	expanding	buy-side	research	teams	grow	
louder	and	louder.	It	seems	a	reasonable	working	assumption	
that	companies should expand their internal IR teams and 
outsource to IR specialists such as FTI Consulting.

But	companies	should	also	reconsider	their	external	
relationships	with	brokers	&	research	providers.

Review advisory relationships. 
With	one	exception,	fund	managers	cannot	take	research	
on	companies	for	free.	The	exception	is	hugely	important,	
however:	where	research	is	provided	by	the	house	broker	then	
fund	managers	can	take	research	for	free.	In	this	instance,	the	
research	is	considered	to	have	been	bought	and	paid	for	by	the	
company	which	pays	a	retainer	to	its	broker.	This	exemption	from	
MiFID	II	means	that	any company which currently has one, 
sole broker should at least consider a second, joint broker 
so as to guarantee two streams of research rather than just 
one.	The	pie	chart	below	shows	how	much	room	for	manoeuvre	
FTI	Consulting’s	clients	have	in	this	respect.

The	pie	chart	shows	FTI	Consulting’s	160	clients	once	again	using	
publicly	available	sources	(i.e.	https://adviser-rankings.com/
adviser/overview/274/fti-consulting)	both	for	the	names	and	for	
the	advisory	relationships.	According	to	these	rankings,	4%	of	FTI	
Consulting	clients	or	7	companies	have	no	broker	(mostly	because	
these	are	not	UK-listed	companies	and	are	therefore	exempt	from	
the	requirement	for	a	corporate	broker).	42%	of	FTI	Consulting	
clients	or	67	companies	have	a	sole	broker	and	50%	of	FTI	
Consulting	clients	or	80	companies	have	joint	brokers.	A	final	4%	
of	FTI	Consulting	clients	or	6	companies	have	three	brokers.

The MiFID II exemption for the house broker is a valuable 
loophole and companies should take full advantage:	the	67	
companies	which	currently	have	a	sole	broker	should	consider	
appointing	a	joint	broker	alongside.

Consider sponsored research
life	after	MiFID	will	also	very	likely	involve	a	larger	role	for	
paid-for	research.	On	the	basis	of	the	data	provided	by	
Bloomberg,	sponsored	research	is	in	its	infancy:	only	9%	of	FTI	
Consulting’s	clients	(or	14	companies)	are	currently	covered	
by	Edison	research.	Moreover,	while	Edison	is	market	leader	
there	are	a	number	of	other	research	providers	(such	as	Equity	
Development,	Hardman	and	Progressive)	who	appear	nowhere	
at	all	on	the	Bloomberg	screen	at	this	stage.	While	companies	
and	investors	alike	have	traditionally	been	sniffy	about	
sponsored	research,	we	suggest	that	attitudes	could	and	should	
be	revisited	after	MiFID;	companies	and	investors	will	then	be	
presented	with	the	regular	choice	between	sponsored	research	
and	little	or	no	research	at	all.

Unintended consequences?
Overall,	MiFID	II	is	likely	to	appear	in	the	history	books	as	a	classic	
example	of	the	law	of	unintended	consequences	in	operation.	
The	intentions	of	making	the	financial	system	more	transparent	
and	of	protecting	the	end	customer	are	arguably	noble.	But	
hollowing	out	the	sell-side,	as	a	result,	may	be	a	bit	like	throwing	
out	the	baby	with	the	bath	water.	Companies	will	need	to	work	
hard	to	maintain	good	relations	with	their	investors	throughout	
the	process	and	FTI	Consulting	will	be	only	too	happy	to	help.

How can FTI Consulting help?
FTI	Consulting	is	available	to	help	with	all	the	measures	which	
companies	should	be	taking,	as	discussed	above,	in	response	
to	MiFID	II.	We	are	on	hand	for	the	particular	tasks	of	reviewing	
current	sell-side	relationships	and	coverage	intentions;	for	
considering	the	options	of	sponsored	research;	for	the	more	
general	challenges	around	investor	contact	in	the	new	world	
of	MiFID	II;	for	auditing	the	views	of	current	investors;	and	for	
helping	clients	target	new,	long-term	shareholders	as	well.	
We	look	forward	to	discussing	these	issues	with	you	as	clarity	
develops	around	how	the	new	regulations	will	affect	your	critical	
audiences	and	we	will	be	monitoring	the	situation	closely	as	we	
move	closer	towards	the	introduction	of	MiFID	II.
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